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The Economic Impact of the Rearmament Program 


More Production, Effective Bar to Inflation, Must Not Be Hampered by Controls. 


by Dean G. RowLanp Couns AND Dr. Marcus NADLER 


Or again the democratic countries are called upon to increase their military strength 
in order to prevent aggression and possibly a third world war. Although the lessons and 
experiences of the Second World War are still relatively fresh in memory, the announcement 
of an expanded rearmament program created considerable uncertainty and confusion with 


regard to its possible effects on the economy. 
The first reactions were a sharp rise in com- 
modity prices and a rush of buying by many 
individuals in an effort to hedge against in- 
flation. 

The impact of the current rearmament on the 
economy differs materially in several important 
aspects from that caused by the program inaug- 
urated in 1940. In the first place, in June 1940, 
when military expenditures began to increase in 
the United States, there were approximately 8.3 
million people unemployed in the country and in- 
dustry was operating substantially below capacity. 
Secondly, prices were low, the wholesale price index 
in 1940 averaging 78.6 (1926= 100) as compared 
with 95.3 in 1929. Thirdly, the public debt of the 
United States on June 30, 1940, stood at only 
$48.5 billion while liquid assets in the hands of indi- 
viduals amounted to $51 billion. Moreover, the 
country was emerging from the severe depression 
of the thirties, and the habit of holding down pur- 
chases was strongly entrenched. Experience with 
rapidly rising prices and commodity scarcities was 
limited since the rise in prices shortly after the 
First World War was short-lived and was followed 
by a sharp break in 1920. Finally, while it was 
realized that military expenditures would be large, 
it was expected they would be drastically curtailed 
at the end of the war and that the country would 
again return to normal conditions. 


Under these circumstances, the rearmament pro- 
gram at first caused relatively little dislocation in 
the economy. It led to an increase in employment 
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and in the demand for raw materials and manufac- 
tured goods and resulted in greater utilization of 
the existing productive capacity. Hence, the infla- 
tionary forces, aside from the effects of the growing 
Federal deficit, were not significant. This is evidenced 
by the fact that, despite the expanded purchases from 
this country by some of the belligerents and the 
increased military expenditures and lend-lease ship- 
ments in the second half of 1941, the wholesale 
commodity price index rose very slowly at first, 
going from 77.5 in June 1940 to 80.8 in January 
1941. And even in December 1941, on the eve 
of Pearl Harbor, the index of 92 was still well below 
the predepression level. Because of the large reser- 
voir of unemployed persons, the rearmament did 
not cause any tight labor situation but merely ab- 
sorbed idle labor and made possible business activity 
at a higher level than before. 


A Diferent Situation 


The situation today is entirely different. In June 
1950, at the time of the Korean incident, the index 
of the physical volume of industrial production 
(1935-1939 — 100) stood at 199, a peacetime rec- 
ord, employment aggregated 61.5 million, the num- 
ber of unemployed was only 3.4 million, and in 
many segments the economy was operating at 
capacity. A material increase in the output of mili- 
tary goods could therefore be achieved only through 
a cutback of civilian production and diversion of 
labor from civilian goods to war materials. The 
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index of wholesale prices for the week ended June 27 
was at the high level of 157.1 as compared with 
153.5 for June 28, 1949. Liquid asset holdings of 
individuals amounted to $177 billion at the end of 
1949 and increased thereafter. 

Contrary to the situation after the First World 
War, commodity prices did not decline after the 
Second World War, and in June 1950 the pur- 
chasing power of the dollar, as measured by con- 
sumers’ prices, was 41 per cent lower than the 
1935-1939 average. The outbreak of warfare in 
Korea therefore led to hoarding on a large scale 
and a sharp increase in commodity prices. The 
public debt amounted to $257 billion on June 30, 
1950. It is significant, moreover, that during the 


the economy is already operating practically at 
capacity, the defense program is bound to have a 
marked effect on the civilian economy and on the 
supply of goods available for sale. While the finan- 
cial cost of a rearmament program and a war can 
be postponed, the real cost has to be paid for while 
the equipment is being produced and the war waged. 
The actual cost involves depletion of natural re- 
sources, depreciation of plants worked at full 
capacity with inadequate maintenance and repairs, 
and a reduction in the standard of living of the 
people since fewer commodities and services are 
available for civilian consumption. Most of the 
commodities and services used by the armed forces 
during the last war had to be produced at the time, 
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first nine months of 1950 redemptions of Series E 
savings bonds ($2,885,000,000, including accrued 
interest) were slightly larger than sales, despite the 
selling campaign during the summer months. 


It is therefore obvious that the rearmament pro- 
gram finds the United States in an entirely different 
situation from that prevailing a decade earlier. The 
program came at a time when the forces of inflation 
were already pronounced, and it had to be imposed 
on an economy already operating at near-capacity. 
In contrast to 1940 the people are now inflation 
conscious. The panicky buying in July was caused 
not only by fear of scarcities but also by the desire 
to exchange dollars for goods before the anticipated 
rapid advance in prices took place. It is not sur- 
prising that some people were insisting that Congress 
immediately impose far-reaching direct controls. 


The Meaning of Rearmament 


Military expenditures of the magnitude now con- 
templated require shifting a portion of the produc- 
tion and man-power facilities of the country from 
the output of peacetime goods to the production of 
military equipment. When industry is operating be- 
low capacity and there is unemployment, an increase 
in armament production does not necessarily dis- 
locate the economy and lead to a reduction in the 
supply of civilian goods. At present, however, since 


2 


and this inevitably resulted in a shortage of many 
types of civilian goods. 

The long-run economic effects of a war or a 
major rearmament program depend in part on the 
method of financing and the extent of the economic 
void created during the emergency. If a rearmament 
program were financed entirely by taxes, the prin- 
cipal effect would be a lowering of the standard of 
living and an accumulation of pent-up demands. 
There would not, however, be any material increase 
in the volume of bank deposits, though some people 
might have larger savings which would be spent 
after the war. With the rearmament program 
financed partly through taxation and partly through 
the sale of government obligations to ultimate in- 
vestors, the net effect would be about the same, 
except that the volume of individual savings would 
be larger. If the military expenditures are, however, 
financed in part through the sale of government 
securities to the commercial banks, this will lead to 
an increase in the supply of the means of payment. 


The effects of the expanded money supply may 
not be felt much while the program is in force 
because of direct controls over price and wages, 
allocation of scarce materials, and rationing. When 
the controls are eliminated, however, the increase 
in the money supply is bound to have a pronounced 
effect on commodity prices and the purchasing 
power of the dollar. Thus, the index of wholesale 
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prices in the United States (1926 = 100) rose from 
96 in January 1942 to 105.7 in August 1945, when 
actual warfare terminated. Once the controls were 
abolished, however, commodity prices rose rapidly, 
reilecting the huge increase in the supply of the 
means of payment and the great, pent-up demand 
for goods. They reached their peak in August 1948, 
when the wholesale price index stood at 169.8. 


The impact of the rearmament program will 
therefore to a large extent depend on the method 
of financing. The method of financing will also 
determine to what extent the powers granted to the 
Administration to control the economy will have to 
be utilized. In this connection it must be noted 
that without an increase in the means of payment, 
primarily through loans or investments by com- 
mercial banks, a rapid rise in commodity prices 
cannot take place. 


The First Effects of Rearmament 


Although the program of expanded armament has 
only recently started, a number of restrictive meas- 
ures have already been taken which are likely to 
have a marked effect on civilian production. An 
order issued by the National Production Authority 
on September 18 limited commercial purchases of 
important war materials, including steel, nonferrous 
metals, lumber, rubber, and certain chemicals, build- 
ing materials, and textiles, to a “practicable mini- 
mum working inventory.” As of January 1, 1951, 
the use of aluminum for civilian purposes will be 
kept down to 65 per cent of the amount consumed 
during the first half of 1950. The use of rubber, 
copper, zinc, and cobalt for civilian consumption 
has also been curtailed, and orders dealing with 
the allocation of steel and other materials in short 
supply have been issued. An order prohibiting 
construction of buildings for amusement purposes, 
such as theatres, sports arenas, and saloons, was 
issued by the N.#.A. on November 15. To prevent 
labor bottlenecks in war industries, an Office of 
Defense Manpower was set up. In the field of credit 
control, Regulations W and X, imposing restrictions 
on consumer and housing credit, were preceded by 
regulations issued in July tightening the terms 
on F.H.A.-insured mortgages. In addition, in August 
the Federal Reserve banks increased the discount 
rate from 114 to 14 per cent. As the rearmament 
program gets well under way, the controls and 
restrictions will undoubtedly be strengthened and 
will exercise a considerable influence on the quantity 
of consumer goods available for sale. 


In spite of the fact that expenditures for rearma- 
ment are not as yet large, their impact on the 


economy .has been considerable. The index of 
industrial activity in October, for example, was 215 
as compared with 199 in June. Commodity prices, 
both wholesale and retail, have continued to mount. 
On November 28, 1950, the index of wholesale prices 
(1926== 100) stood at 171.7, a new peak, as 
against 157.1 on June 27, 1950. The consumers’ 
price index (1935-1939= 100) for October 15, 
1950, reached an all-time high of 174.8 as compared 
with the previous record of 174.5 on August 15, 
1948, and 170.2 on June 15, 1950. This caused 
automatic wage increases in a number of industries 
where wage rates are tied to the cost-of-living index. 
Employment in non-agricultural establishments in 
the middle of October reached 45.8 million while 
the number of work hours per week in manufac- 
turing industries averaged 41.4 as compared with 
38.7 in October 1949. The number of unemployed 
in September was 2,341,000 as compared with 
3,351,000 in September 1949. The gross national 
product in September was at the annual rate of 
$284.3 billion as against $270.3 in June, reflecting 
partly higher commodity prices and to a greater 
extent the increased output of commodities and 
services. Total personal income, including wage 
and salary receipts, proprietors’ and rental income, 
dividends, and interest, increased from an annual 
rate of $217.1 billion in June to $228.3 billion in 
September. 


Strong Inflationary Pressures Seen 


What will be the full impact of rearmament on the 
economy? To a large extent this will depend on 
the international political situation, which in turn 
will determine the rate of the military expenditures. 
In part it will depend on the measures taken by 
Congress to siphon off excess purchasing power. 
it is already evident, however, that the increase in 
armament outlays will accentuate the forces of in- 
flation. On the one hand, it will lead to an expansion 
in disposable personal income brought about by full 
employment, overtime payments, and a larger num- 
ber of wage earners per family. On the other hand, 
it will lead to a decline in the supply of civilian 
commodities, especially durable consumers’ g 
A decrease in the supply of consumers’ goods coin- 
ciding with an increase in disposable income will 
exercise strong inflationary pressures on commodity 
prices unless measures are taken to counteract them. 

So far the Treasury has had no recourse to the 
capital market for new money. The volume of 
commercial loans, however, has shown a marked 
increase in the last few months. Commercial, indus- 
trial, and agricultural loans of reporting member 
banks increased from $13,532,000,000 on June 21, 
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1950, to $16,989,000,000 on November 22. Total 
loans increased by $4,774,000,000 during the same 
period. As is well known, loans create deposits, and 
hence the private sector of the economy has recorded 
a material increase in the means of payment. While 
the economic effects of private borrowing are dif- 
ferent from those of government borrowing, a con- 
tinuation of the rise in the volume of loans by banks 
will also tend to accentuate the forces of inflation. 


Conclusion 


At present it would appear that the rearmament 
program may have the following effects: a con- 
tinuation of the decline in the purchasing power 
of the dollar or the imposition of drastic controls on 
the economy and a decline in the general standard of 
living. If the country is to achieve military security, 
sacrifices must be made. The prime question is: 
Which of the sacrifices will do the least harm to 
the economy in the long run? To permit the forces 
of inflation to run their course would weaken the 
economy more than any other factor. It would 
further reduce the purchasing power of the people’s 
savings. It would tend to impoverish the middle 
class, particularly those persons whose economic 
security depends on fixed-income obligations, 
whether in the form of bonds, savings accounts, 
mortgages, life-insurance contracts, annuities, or 
pensions. It would obviously increase the monetary 
cost of rearmament. Moreover, a further decline 
in the purchasing power of the currency may accel- 
erate redemption of government obligations held by 
individuals, which will further increase the available 
means of payment and exert additional inflationary 
pressure. 


Controls have already been imposed on the 
economy and others will undoubtedly follow. In 
view of the fact that even under the worst of cir- 
cumstances (short of a world war) not more than a 
fourth of the total national output is likely to be 
devoted to military purposes, the controls need not 
be as drastic as those that were imposed during the 
Second World War. In instituting new controls it is 
of the utmost importance to take care that they 
facilitate and not hamper industrial production since 
increased output is the most effective means of pre- 
venting price inflation. It is certain, however, that 
as the rearmament program gains momentum the 
economy will operate under more restrictions then 
at present. Burdensome as they may be, the con- 


trols could achieve the desired results. Above all, if 
they curb the spiral of prices and wages, they are 
preferable to permitting a further decline in the 
purchasing power of the currency. 

The rearmament program is bound to lead to a 
decline in the standard of living of the people, 
which depends on the supply of commodities and 
services available to the civilian population. As an 
increasing portion of the economy is devoted to 
the output of military goods and more men are 
absorbed into the services, the supply of civilian 
commodities and services will inevitably be re- 
duced. If, however, the burden of the decline in the 
standard of living is shared by all segments of the 
population, the hardships involved need not be 
great. Experience has shown that even in periods 
of war the standard of living of the United States 
can be maintained at a level unpredecented in 
peacetime in other countries. Since a much smaller 
proportion of the national output will be devoted to 
military purposes and the productive capacity of 
the country is now much greater than during the 
Second World War, the impact of the rearmament 
program on the general standard of living will not 
be drastic if the necessary fiscal and other measures 
are taken by the Congress and the Administration. 


The rearmament program already has had a con- 
siderable effect on the economy. It has postponed 
indefinitely the economic readjustment that was 
bound to take place once the pent-up demand 
created by the war had been met. It has stimulated 
the economy and led to a material increase in prices 
of commodities and to a substantial rise in the 
national income and ouput. What the ultimate effects 
of the program will be will depend on how far the 
rearmament goes and how much it will cost, and this 
in turn will be determined by the international 
situation. Above all, it will depend on the character 
of the economic and fiscal measures taken by the 
government and Congress to meet the problems 
created by the emergency. If the necessary measures 
are taken in time and rigidly enforced, the con- 
stant decline in the purchasing power of the dollar 
can be halted. Controls cannot be avoided, and 
more will have to be imposed in the future. Since, 
however, the defense program will absorb only a 
relatively small percentage of the total output, these 
controls need not be so drastic as to undermine 
the freedom of the economy or prevent increased 
output and relatively free distribution of com- 
modities. 





